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Tfij_s appeal is made pursuant to section 26077 of.
t;he Revenue and Taxation Code from the action of the Franchise
Tax Board in denying the claims of IJnited States U-Drive for
refund of f:f:anchise “;a>< i n  the Z!33illli:S 02 $.?_,548,32 and
$I ,G98,22 -COT the income years 'ended July 31, b960,and  July 31,
1963, respectively.

Appe 1 lan t v:as incorporated under California Law on
July 29, 1.959. Sho-rtLy thereafter it commenced its business
of leasing and renting motor vehicles to customers in Santa
Ana, CaLifornia, and the surrounding area0 By July 31, 1963,
.ZLp?S I. 2 2%: t ’ S operating  fleei~ had grotln to consis^i of approx-i-
mate,ly 450 vehicles o
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In the course of its business, appellant collected
a deposit from each of its customers. That amount was
received with the understanding that at the end of the lease
period it would be refunded to the customer, in full or in
part, unless needed by appellant to repair the leased vehicle
or unless the customer wished to purchase the vehicle and to
apply that deposit against its price.

The first issue raised by this appeal concerns
whether such "customer deposits" collected by appellant during
its income year ended July 31, 1960, which totalled $23,249.33,
constituted income to.appellant in.that year. Appellant con-
tends they did not, since the deposits were subject to refund
and they were not used by appel1an.t in-the operation of its
business during that year. Respondent argues that the
deposits received during the year ended July 31, 1960, were
properly includible in income for that same year,.because
those amounts were received by appellant under claim of right.

As stated by respondent, it is well established that
if a taxpayer receives funds under a claim of right, without
restriction as to their disposition,'suc'n  funds are includible
in income in the year of receipt, even though it may subse-
quently turn out that the taxpayer is obliged to repay all or a
portion of the amount received. (Norteerican Oil Consolidated
v. Burnet, 286 U.S. 417 [76 L. Ed. 11971; m v. Commissioner,
347 U.S. 278 [97 L. Ed. 1007J.) It is also the law, however,
that if a sum of money is dcpos'ited by a lessee to secure his
performance under a lease it is not taxable to the lessor in
the year of receipt, even though the fund is deposited with
the lessor ins.tead of in escrow, and the lessor has temporary_

..use. of the money. (John Mantell, 17 T.C. 1143; Estate of
Geo-rge E. Barker, 13 B.T.A. 562.) We believe-the "customer
deposits" in'the instant case fall into this latter category.

. At the time appellant received a deposit from a
leasing customer it was understood by both parties that the
deposit would be returned to the customer when his lease expired,
.unless needed for repairs or unless the customer wished to
apply it on the purchase price of t'ne vehicle. UntLl one of
those future contingent events occurred, the customer had a
right to have that deposit eventually refunded to him. This
situation 'is distinguishable from the claim of rig'nt cases
relied on by respondent in which'the taxpayer claims complete
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ownership of the funds when they are received., 'and then, at
some later date and as a result of subsequent events, it is
determined that he is not entitled to retain all or a portion
of such funds.

We therefore conclude that the "customer deposits" in
question did not constitute income-to appellant in the year in
which they were received.

The second question raised by this appeal concerns .
the reasonableness of the depreciation deduction claimed by

appellant for vehicles which it had purchased during the
income year ended July 31, 1963, and which ithad on hand &t.
the end of that period.

From the date it commenced doing business until May
1961 appellant depreciated the vehicles which it held for
lease or rental by the straight-line method, based upon a
three-year useful life and a 15 percent salvage value.

0 Appellant's monthly depreciation on that basis amounted to
2.36 percent of the original cost of the vehicles. In May
1961 appellan t. revised the estimated salvage value upwards
.with respect to vehicles purchased after that date. From
then until July 21, 1963, appellant depreciated .its vehicles
on a three-year straight-line basis, with monthly depreciation
on its books of 1,95 percent of cost.

Appellant customarily purchased the vehicles which it
held for lease and rental when they were new, and sold them
from 20 to 24 months later. Capital gains realized by
appellant on vehicles sold during the income year ended
July 31, 1963, and preceding years were as follows:

Income Year
Ended

A-verage
Un:'.t Cost

Average Gain
Per VehicJ.e

7-31-60 $2,456 $250
7-31-61 2,606 93
7-31-62 2,883 252
7-31-63 3,115 256

Although net capital gains were rcslized In each year,
($12,995, $12,520, $45,617, and $59,647 for the income years
ended July 31, i960, 1961, 1962, and 1963, respectively) losses
were sustained on the sale of some individual, vehicles,
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In its franchise tax return for the.income year
ended July 31, 1963, appellant computed the depreciation
allowance on the vehicles which it had purchased during that
income year on a three-year straight-line basis, using a
lower salvage value of 10 percent of original cost. This
resulted in monthly depreciation of 2.50 percent of cost.
No change was made in the depreciation deductions claimed on
the vehicles still on hand which had been purchased in earlier
income years.

The downward adjustment made by appellant in the
estimated salvage value of vehicles purchased during the
period from August 1, 1962, through July 31, 1963, resulted .
in an increased depreciation-deduction for that year in the
amount of $35,625.26, and caused appellant to report a net
loss of $18,603.74 for the income year ended July 31, 1963.
Respondent's disallowance of that increased deduction gave
rise to this appeal.

Section 24349, subdivision (a) of the Revenue and
Taxation Code allows as a. depreciation deduction "a reasonable
allowance for the exhaustion, weer and tear" of property used
in the trade or business. Respondent's regulations describe
a reasonable allowance as:

. . . that amount which should be set aside
for the income year in accordance with a
reasonably consistent plan . . . so that the
aggregate of the amounts set aside, plus
the salvage value, will, at the end of the
estimated useful life of the depreciable
property, equal the cost or c:;I;+:-~r basis of
the property. (Cal. AdmLr;. c&e, tit. 18,
§ 24349 (a).)

Respondent contends .that, under this test, the increased
depreciation deduction claimed by appellant for the income
year ended July 31, 1963, was unreasonable, since appellant's
vehicles were alread-y being overdepreciated at the lower
depreciation rates used in prior years.

Appellant argues that the adjustment which it made
@

in the estimated salvage value of all cars on hand which had
been purchased during the income year ended.July  31, 1963,
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was necessitated by general S-usiness  conditions.-and by changes
in the cutomobila market which rendered prior depreciation
allowances inadequate. Appellant states that the uuts.;Leasing
business had become increasingly competitive in the Los Angeles
area since 1960, and that, as a resuft, the resale price of
used fleet cars had been depressed. In support of its conten-
tion appellant submitted documentary evidence tending to prove
that the automobile lea'sing industry as a whole had felt the
impact of these changed business conditions, and indicating
that such changes r+ere being reflected in lower salvage
values and resulting higher dcpereciation rates than had pre-
vailed in prior years. In the industry as a whole, average
monthly depreciation deductions in 1953 amounted to 2.44 per- .
cent of the cost of the rental vehicle,

* . The majority of the vehicles sold by appellant in
the income years ended July 31, 1960, 1961, and 1962 had been
depreciated on a three-year straight-li.ne  basis, with a 15 per-
cent salvage value, the formula followed by appellant in the

,o
case of vehicles purchased prior to Nay 1951.. Net capital
gains were realized in each year at that rate of depreciation.

Since appellant customarily held its vehicles for
from 20 to 24 months, a substantial percentage of the vehicles
sold during the income year ended July 31, 1953, must have been
purchased after the Nay 1951 change in the rate of depreciat'ion,
from 2.36 percent per month to 1.95 percent per month. Not-
withstanding the loQ;er depreciation rates which were this-being
applied to a large number of the vehicles sold, aggregate net
capital gains in the amount of $59,647, or an average gain per
vehicSe of $255, were still realized on the sale of vehicles
during the income year ended July 31, 1963. This aggregate
figure and the unit figure are both.higher than in any previous
year.

The Uni_ted. States Supreme Court has recently observed,
witii reference to comparable federal legislation, that tke
legislative intent behind the depreciation allowance was not
to make taxpayers a profit thereby, but merely to protect
them from loss. (lGiss2y ikcors, Inc. v, United SP_.. Y-
364. U.S. 92, 131 [4 I,* Ed, %d 3.5923,) In spite of the depressed
automobile market. which existed ciurixg the income year ended
July 2i, i963, and the lG+iZr depreciation rates being appli.ed
to a large number of the vehicles soid during that year, appellant
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still. realized substantial net capital gains. .Even'if the
market continued to decline, a sizeable margin still existed
before any loss on,vehicle sales would be felt by appellant..

Under the.circumstances before us, we are not
persuaded that it was reasonable for appellant to lower its
estimate of salvage value on vehicles purchased~ during the
income year ended July 31, 1963, thereby increasing the rate
of depreciation to 2.50 percent per month. We conclude that
respondent's action in this matter must be sustained.

'ORDER.- c - c -

. Pursuant to the views expressed in the opinion of
theeboard on file in this proceeding, and good cause appear-
ing therefor,

IT IS HEREBY u3IYi~RED, .~DJiIDGZD ‘i??XI DSCPZZD, pursuant
to section 26077 or' tha R~~~ei;c;e~  si>d Tz:cclti_on Code, that the
actibn of the Franchise Tax Board on the cl_a:im of United
States U-Drive for refund of franchise tax in the amount of
$1,548.31 for the income year end>d July 31, 1.960, be-and
the same is hereby reversed.
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IT IS FURTkR ORIE?ZIl, LDJU-DGED ANI l)ECRZD,
pursuant to section 26077 of the Revenue and Taxation Code,
that the action of the Franchise Tax Board on the claim of
United States U-Drive for refund of franchise tax in the
amount of $1,098.22 for the income year ended July 31, 1963,
be and the same is hereby sustained.

Done at Sacrz,mento ; California, this 23rd day
of MovezbeY

ATTEST:
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